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TCO shall discontinue negotiations and 
report the facts under agency proce-
dures.

49.107 Audit of prime contract settle-
ment proposals and subcontract 
settlements. 

(a) The TCO shall refer each prime 
contractor settlement proposal of 
$100,000 or more to the appropriate 
audit agency for review and rec-
ommendations. The TCO may submit 
settlement proposals of less than 
$100,000 to the audit agency. Referrals 
shall indicate any specific information 
or data that the TCO desires and shall 
include facts and circumstances that 
will assist the audit agency in per-
forming its function. The audit agency 
shall develop requested information 
and may make any further accounting 
reviews it considers appropriate. After 
its review, the audit agency shall sub-
mit written comments and rec-
ommendations to the TCO. When a for-
mal examination of settlement pro-
posals under $100,000 is not warranted, 
the TCO will perform or have per-
formed a desk review and include a 
written summary of the review in the 
termination case file. 

(b) The TCO shall refer subcontract 
settlements received for approval or 
ratification to the appropriate audit 
agency for review and recommenda-
tions when (1) the amount exceeds 
$100,000 or (2) the TCO wants a com-
plete or partial accounting review. The 
audit agency shall submit written com-
ments and recommendations to the 
TCO. The review by the audit agency 
does not relieve the prime contractor 
or higher tier subcontractor of the re-
sponsibility for performing an account-
ing review. 

(c)(1) The responsibility of the prime 
contractor and of each subcontractor 
(see 49.108) includes performance of ac-
counting reviews and any necessary 
field audits. However, the TCO should 
request the Government audit agency 
to perform the accounting review of a 
subcontractor’s settlement proposal 
when— 

(i) A subcontractor objects, for com-
petitive reasons, to an accounting re-
view of its records by an upper tier 
contractor; 

(ii) The Government audit agency is 
currently performing audit work at the 
subcontractor’s plant, or can perform 
the audit more economically or effi-
ciently; 

(iii) Audit by the Government is nec-
essary for consistent audit treatment 
and orderly administration; or 

(iv) The contractor has a substantial 
or controlling financial interest in the 
subcontractor. 

(2) The audit agency should avoid du-
plication of accounting reviews per-
formed by the upper tier contractor on 
subcontractor settlement proposals. 
However, this should not preclude the 
Government from making additional 
reviews when appropriate. When the 
contractor is performing accounting 
reviews according to this section, the 
TCO should request the audit agency to 
periodically examine the contractor’s 
accounting review procedures and per-
formance, and to make appropriate 
comments and recommendations to the 
TCO. 

(d) The audit report is advisory only, 
and is for the TCO to use in negoti-
ating a settlement or issuing a unilat-
eral determination. Government per-
sonnel handling audit reports must be 
careful not to reveal privileged infor-
mation or information that will jeop-
ardize the negotiation position of the 
Government, the prime contractor, or 
a higher tier subcontractor. Consistent 
with this, and when in the Govern-
ment’s interest, the TCO may furnish 
audit reports under paragraph (c) above 
to prime and higher tier subcontrac-
tors for their use in settling sub-
contract settlement proposals. 

[48 FR 42447, Sept. 19, 1983, as amended at 55 
FR 52797, Dec. 21, 1990]

49.108 Settlement of subcontract set-
tlement proposals.

49.108–1 Subcontractor’s rights. 

A subcontractor has no contractual 
rights against the Government upon 
the termination of a prime contract. A 
subcontractor may have rights against 
the prime contractor or intermediate 
subcontractor with whom it has con-
tracted. Upon termination of a prime 
contract, the prime contractor and 
each subcontractor are responsible for 
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the prompt settlement of the settle-
ment proposals of their immediate sub-
contractors.

49.108–2 Prime contractor’s rights and 
obligations. 

(a) Termination for convenience 
clauses provide that after receipt of a 
termination notice the prime con-
tractor shall, unless directed otherwise 
by the TCO, terminate all subcontracts 
to the extent that they relate to the 
performance of prime work terminated. 
Therefore, prime contractors should in-
clude a termination clause in their sub-
contracts for their own protection. 
Suggestions regarding use of sub-
contract termination clauses are in 
subpart 49.5. 

(b) The failure of a prime contractor 
to include an appropriate termination 
clause in any subcontract, or to exer-
cise the clause rights, shall not— 

(1) Affect the Government’s right to 
require the termination of the sub-
contract; or 

(2) Increase the obligation of the 
Government beyond what it would 
have been if the subcontract had con-
tained an appropriate clause. 

(c) In any case, the reasonableness of 
the prime contractor’s settlement with 
the subcontractor should normally be 
measured by the aggregate amount due 
under paragraph (f) of the subcontract 
termination clause suggested in 
49.502(e). The TCO shall allow reim-
bursement in excess of that amount 
only in unusual cases and then only to 
the extent that the terms of the sub-
contract did not unreasonably increase 
the rights of the subcontractor.

49.108–3 Settlement procedure. 
(a) Contractors shall settle with sub-

contractors in general conformity with 
the policies and principles relating to 
settlement of prime contracts in this 
subpart and subparts 49.2 or 49.3. How-
ever, the basis and form of the sub-
contractor’s settlement proposal must 
be acceptable to the prime contractor 
or the next higher tier subcontractor. 
Each settlement must be supported by 
accounting data and other information 
sufficient for adequate review by the 
Government. In no event will the Gov-
ernment pay the prime contractor any 
amount for loss of anticipatory profits 

or consequential damages resulting 
from the termination of any sub-
contract (but see 49.108–5). 

(b) Except as provided in 49.108–4, the 
TCO shall require that— 

(1) All subcontractor termination in-
ventory be disposed of and accounted 
for in accordance with part 45; and 

(2) The prime contractor submit, for 
approval or ratification, all termi-
nation settlements with subcontrac-
tors. 

(c) The TCO shall promptly examine 
each subcontract settlement received 
to determine that the subcontract ter-
mination was made necessary by the 
termination of the prime contract (or 
by issuance of a change order—see 
49.002(b)). The TCO will also determine 
if the settlement was arrived at in good 
faith, is reasonable in amount, and is 
allocable to the terminated portion of 
the contract (or, if allocable only in 
part, that the proposed allocation is 
reasonable). In considering the reason-
ableness of any subcontract settle-
ment, the TCO shall generally be guid-
ed by the provisions of this part relat-
ing to the settlement of prime con-
tracts, and shall comply with any ap-
plicable requirements of 49.107 and 
49.111 relating to accounting and other 
reviews. After the examination, the 
TCO shall notify the contractor in 
writing of (1) approval or ratification, 
or (2) the reasons for disapproval. 

[48 FR 42424, Sept. 19, 1983, as amended at 62 
FR 237, Jan. 2, 1997

49.108–4 Authorization for subcontract 
settlements without approval or 
ratification. 

(a)(1) The TCO may, upon written re-
quest, give written authorization to 
the prime contractor to conclude set-
tlements of subcontracts terminated in 
whole or in part without approval or 
ratification when the amount of settle-
ment (see 49.002(d)) is $100,000 or less, 
if— 

(i) The TCO is satisfied with the ade-
quacy of the procedures used by the 
contractor in settling settlement pro-
posals, including proposals for reten-
tion, sale, or other disposal of termi-
nation inventory of the immediate and 
lower tier subcontractors (the TCO 
shall obtain the advice and rec-
ommendations of (A) the appropriate 
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